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Abstract 
The existence of large differences in the distribution of foreign direct investment (FDI) inflows at the national, regional and the 
level of the global economy has initiated numerous studies on the determinants of its location. Despite the fact that the analysis of 
the FDI location determinants has an important place in the framework of the existing literature on FDI, insufficiently enquired 
problem of the FDI location determinants in the Serbian economy has inspired and determined the contents of this paper. The aim 
of this paper is to, based on comprehensive analysis of the FDI location determinants, indicate the importance of those location 
specific determinants that play a key role in encouraging FDI inflows in the Serbian economy in the transition. The initial basis 
for making conclusions will include the available original documents, various reports, studies, statistical records and other 
primary and secondary data sources. By identifying the key FDI location determinants the intention is to give some 
recommendations about the possible directions for the improvements of the current investment environment in order to attract 
greater and sustainable flows of FDI as essential ingredient for the future growth and development of the Serbian economy.  
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1. Introduction 
The last decade of the 20th century will be remembered as a period in which the achievement of sustainable and 
equitable development remained an unfinished task, since the gap in development between developed and 
developing countries, did not only decrease, but also deepened. The powerful processes of globalization and 
internalization of the international economic environment set up the basis at the one side, and on the other 
contributed to increasing the value of international financial flows at the global level, which now far exceeds the 
value of international trade. It is well known that under such a domination of international financial flows, foreign 
direct investment (FDI) plays a key role in the globalization process as an essential element of an open international 
economic system, and a development factor of the international economic relations. Precisely for this reason, FDI is 
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attributed the central role in minimizing the development gap and fostering the growth and development on a global 
scale. 
As one of the characteristics of modern globalized economy, foreign direct investment is becoming an important 
element of the strategic vision for the development of any national economy. In particular, its development 
importance is further emphasized in the case of developing and countries in transition, whereas the practice shows 
that among these countries the fastest-growing are ones that receive the highest quantum of FDI inflows. In addition, 
the empirical evidence suggests that for emerging economies, a one percentage point increase in FDI (measured as 
a proportion of GDP) leads, ceteris paribus, to an extra 0.8 percentage point increase in per-  
(Bergsman, Broadman, & Drebentsov ,2000). Direct investment abroad is a very complex process of investment. 
This is because FDI is a complex investment package which aside from capital also includes transfer of modern 
technology, know-how, marketing and managerial skills and knowledge. Despite the fact that global FDI in the last 
four years shows some variations in movement and a high degree of sensitivity to the factors at the global level, 
however, it can not deny the fact that an increase in the quantum of FDI from the second half of the 80s in global 
terms clearly indicates their development dimension in the overall international capital flows. Precisely this 
complexity in the character and the role of the driver of economic growth and development encouraged policy 
makers to deal with the issues of the factors that attributed a significant role in encouraging FDI inflows in the 
potential host country. 
The existence of large differences in the distribution of FDI inflows not only at national but also at the regional 
level and the global economy has initiated numerous studies on the determinants of their location. For this reason, it 
is not surprise that the analysis of the determinants of FDI location has an important place within the existing 
literature on FDI. The complexity of the problem of identifying key determinants of FDI location is explained by the 
fact that the location determinants vary from country to country, as well as that those are sector-specific and 
company-specific. In particular, the uneven pace of FDI inflows in the economies in transition in the last two 
decades has opened a debate about which factors are attributed to the greatest merit in encouraging FDI inflows to 
these countries. The existing literature contains a number of analysis and case studies, as well as a number of 
econometric studies whose results differ on the key location factors matter. 
In accordance with the established goal and objective of research this paper is structured on the following 
manner. After introduction, the attention will be focused on the brief review on the main determinants of FDI 
location in the potential host country. In the third part of the paper it will be considered those FDI location 
determinants that play a crucial role in attracting FDI flows in Serbia's economy in transition. The intention is to 
with their proper identification show the possible directions to improve the current investment environment in order 
to increase inward FDI flows into the Serbian economy make sustainable support of growth and development. In the 
final part of the paper the synthesis of concluding remarks will be performed. 
2. General overview of the key determinants of FDI location 
A clearer understanding of the manner in which multinational corporations choose a location for investment and 
identify key determinants of FDI location is essential to explain the differences in inward FDI flows between 
countries, but also the creation of adequate policies of the host country for FDI. The importance of determining the 
FDI location determinants clearly approves hither development of numerous theoretical explications of this 
phenomenon, as well as a number of published empirical studies on the FDI determinants in the potential host 
country. However, it is evident that neither in theory nor in practice is any common position on key location 
determinants of FDI. This is especially because the differences in the starting basis of researchers caused the 
appearance of many divergent views on this issue, but also due to the fact that under conditions of intense 
globalization and liberalization of international economic relations there is a change of the relative importance of 
some determinants, so it is quite possible that due to the impact of changes in the environment a group of those 
determinants that are considered crucial in explaining FDI in a given period of time lose their importance, while the 
importance of other increases. 
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t is widely agreed that foreign direct investment (FDI) takes place when three sets of determining 
factors exist simultaneously (Dunning, 1993a): the presence of ownership specific competitive advantages in a 
transnational corporation (TNC), the presence of locational advantages in a host country, and the presence of 
superior commercial benefits in an intra- -  
UNCTAD (1998).. Nevertheless, the differences in the distribution of inward FDI flows can be attributed solely to 
the location specific factors in the host country, different in character and intensity of effect. The main reasons that 
confirm the relatively greater importance of location-specific factors in determining the location decisions of FDI 
can be summarized as follows. 
First, unlike the ownership advantages and internalization advantages that are specific advantages that possesses 
a company and as such belong to the exogenous determinants on which the host country government can not 
influence with its policy, location-specific advantages of the host country represents an endogenous variable on 
which states can to influence and change them in accordance with their economic policy. Second, it is well known 
that when making a decision to serve a foreign market, multinational corporations have at their disposal a range of 
alternatives. But from the definition of FDI itself, which reads direct investment is the category of international 
investment that reflects the objective of a resident entity in one economy obtaining a lasting interest in an enterprise 
resident in another  (Lipsey, 2001) could be seen that there is a significant difference between FDI and 
other types of entry into the market of the host country (export, licensing and portfolio investment) and that is 
reflected precisely in the aspiration of binding the long-term business interests to the host country. Precisely, this 
moment is considered key to understanding the unequal distribution of inward FDI flows: when deciding on the 
location of FDI, multinational corporations will not be interested in those countries where the negative effects of 
different location specific factors undermines the possibility of achieving long-term business interests of the 
corporation, apropos the basic motive for investment - profit maximization. Third, not all locational determinants 
have absolute importance in determining the dynamics of the inward FDI flows. Their importance is relative, 
variable and essentially predetermined by the basic motivation of investors for the realization of the investment 
abroad, the type and sectoral orientation of investment which the investor intends to implement, and the size and 
strategy of foreign investor. Fourth, creation of a favorable investment environment, which in addition to the 
elements such as macroeconomic and political stability, 
towards the FDI, approved in practice crucial for enhancing the attractiveness of the host country for FDI. 
There are three groups of factors that determine the decision on location of FDI in the host country: a) the host 
country policy; b) economic determinants; and c) business incentives. The necessity to distinguish between the 
determinants of location arises precisely from the character of their actions on inward FDI flows and changes in 
their relative importance according to the tendencies in the world economy. 
Although the potential attractiveness of the host country is primarily determined by the character of policy 
towards FDI, the policy exclusively liberal or of restrictive character, there are many reasons that justify the fact that 
the liberalization of national investment regimes is an important, but not decisive factor in determining investment 
location. Since the measures of business incentives act proactively on making investment decisions, the effects of 
the implementation of such measures contribute significantly to increase the efficiency of the policy of liberalization 
as determinant of inward investment flows. In addition, recognizing the risk of departure of the decisions of 
investors to other locations, due to lack of information on the part of the state and opportunities of investing in 
concrete location, a growing number of host countries are now actively involved in the investment promotion, with 
the aim of highlighting the advantages of their countries for investing. 
On the other side, it has been found in researches that a special importance in attracting FDI belongs to the 
following traditional determinants: the availability of natural resources, market size and potential growth of the 
market, the availability of cheap labor, and the distance of potential host country. The importance of these economic 
determinants is reflected in their impact on the increase in the expected profitability of a particular investment 
project: through reduced operating costs, if the costs of inputs, particularly natural resources and labor in the host 
country are lower than in their home country, also through realizing economies of scale in a large and rapidly 
growing market and by reducing operating costs to the extent that the market of the host country is closer to home 
and lesser are the cultural, linguistic and political differences between the investor country and the host country. 
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Since foreign investors base their decision of the location of FDI on an assessment of all relevant aspects of the 
investment climate in the host country, it could be concluded that the attractiveness of the host country for FDI 
inflows is determined by simultaneous action of all three mentioned groups of factors. However, it is important to 
note that the characteristics of the host country or location-specific advantages not only affect the quantity and type 
of FDI inflows, but at the same time determine their contribution to the realization of national development goals. 
3. The main determinants of FDI location into the Serbian economy 
With the opening of the economies of the transition countries for the FDI inflows in the early 90s of the 20th 
century, the foundation for solving many problems and challenges that country faces on its path of transformation of 
economy and society has been placed.  Along with increased FDI inflows to these countries the focus of the 
scientific and academic community is beginning to route towards research  of the location factors of FDI in 
transition economies, which now occupy an important place within the existing literature on FDI. This is particularly 
for the reason that the uneven pace of inward investment flows in these countries has resulted in the opening of 
debate about which factors are attributed greatest merit in encouraging FDI inflows to transition countries. The 
results of some empirical studies (for example, Lankes and Venables, 1996, Boros-Torstila, 1999 and Resmini, 
2000) confirmed that some of the major factors correspond basically with the motives for implementation on the 
FDI of multinational corporations in countries in transition, and in particular: winning new liberalized market to 
fulfill corporate need for continued expansion and growth, and securing market position by a taking part in the 
process of privatization of state-owned enterprises. However, foreign investors often make their investment location 
decisions on the basis of the estimated degree of political and economic stability, which in the case of countries in 
transition certainly takes precedence among location factors. 
At the start of the process of transition in the last decade of 20th century, foreign direct investment was declared 
as an essential element of its successful realization, and a factor that will support the rapid growth and development 
of the Serbian economy. However, in the last decade of the 20th century, the lost decade of development for Serbia, 
not only attracted a modest amount of foreign direct investment, but the negative effect of factors in its internal and 
external environment (war in the neighborhood, sanctions, hyperinflation, etc..) which caused a slowing of all 
ongoing reform process towards a market economy and a democratic society. High economic risk of investment and 
lack of political stability, which is one of the important elements of the investment decision-making environment for 
foreign investors, led to the lagging of Serbia behind other transition economies in terms of FDI inflows. This is 
confirmed by the fact that in the period from 1992 to 2001 the total FDI inflow in Serbia amounted to a modest 
$2078 million.  
However, the period after 2001 may be defined as the period in which the positive results of the measures of 
overall reforms of the Serbian economy and society, combined with the comparative advantages of Serbia as an 
investment location have resulted in the intensification of FDI inflow into the economy. In the period from 2001 to 
2008 the largest contribution to these developments gave factors on the demand side or the classic sources of 
comparative advantages such as geographical location, size of the national market, both in absolute terms and in 
relation to the number and the purchasing power of the population, and its growth prospects, abundance of natural 
resources, and availability of cheap labor. In addition, a special comparative advantage of Serbia to attract FDI does 
not only low labor costs, which amount to an average of about 370 EUR (according to the data from Ministry of 
Finance and Economy of the Republic of Serbia, www.mfp.gov.rs) but as such increases the expected profitability 
of investment project, as well as its quality and high level of education and professional skills of the population. The 
more is educated workforce that it will more quickly adopt new technology, and its further training will be a small 
-2008 were put in place macroeconomic stability, have 
been liberalized prices and foreign trade, there has been significant progress in reforming the tax system, labor 
market and social sectors, in implementing structural reforms, particularly in the area of privatization and 
 ( ). It 
directly shows that in this period the successful implementation of economic reform measures increased the 
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attractiveness of Serbia as an investment destination, since the favorable macroeconomic performances represent a 
good signal to investors regarding the estimated level of risk for investment. 
However, practice has shown that the development of market economy institutions, in particular the private 
sector, have the biggest influence on the dynamics of FDI inflows into the Serbian economy. The attractiveness of 
the domestic investment environment for foreign investors was further increased after 2001 by the establishment of 
a new institutional basis for implementation of the privatization of state and socially-
Law of Privatization provides a real institutional support to accelerate the privatization process, whereas by them, in 
relation to the legal decisions in 1997, the conditions for privatization were changed. Leave the inside oriented 
model of privatization, the government began to follow an open model of privatization, which realization by public 
tender or public auction to date has made the greatest impact on increasing the volume and value of foreign direct 
 (Arandjelovic, Petrovic-Randjelovic, & Marjanovic, 2011). Data from the Table 1, which represent the 
trends in the movement of the key macroeconomic indicators in Serbia, clearly show that the open model of 
privatization had the biggest influence on the dynamics of FDI inflows in the period from 2001 to 2008. 
 
Table 1. Key macroeconomic indicators, 2001-2011 
 
Indicator 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 
GDP, in EUR 
mill. 12.821 16.028 17.306 19.026 20.305 23.305 28.468 32.668 28.956 28.006 31.143 
Inflation, % 40,7 14,8 7,8 13,7 17,7 6,6 11,0 8,6 6,6 10,3 7 
Unemployment 
rate, MOR - - - 18,5 20,8 20,9 18,1 14,0 16,6 19,2 23,7 
Wages 
(average, in 
EUR) 
- 125,1 176,9 194,6 210,4 259,5 347,6 402,42 337,9 330,1 372,5 
FDI net, EUR 
mill. 184 500 1.194 774 1.250 3.323 1.821 1.824 1.373 860 1.826,9 
FDI as a  % 
GDP 1,4 3,1 6,9 4,1 6,2 14,3 6,3 5,5 4,7 3 5,8 
Public debt 
(external + 
internal), EUR 
mill. 
14.167,1 13.433,9 11.529,2 11.023,2 9.675,8 10.282,7 9.352,1 8.875,3 8.781,5 9.849,4 12.157,0 
Public debt 
(external + 
internal), in % 
of GDP 
- 72,9 66,9 55,3 52,2 37,6 30,9 29,2 34,5 44,0 47,7 
Source: Ministarstvo finansija i privrede Republike Srbije, http://www.mfp.gov.rs/pages/issue.php?id=3, Narodna Banka Srbije,  
http://www.nbs.rs/internet/cirilica/80/index.html (10.09.2012.) 
 
At the end of 2008 the first signs of the negative impact of the global financial and economic crisis on the Serbian 
economy appeard, causing the decline in economic activity and slowing the movement of capital flows. Drastic 
deterioration of global financial conditions is reflected in the form of lowering the value of FDI inflow in Serbia in 
2009 with prolonged impact and on 2010, as confirmed by the data from Table 1. In fact, the investment climate has 
been burdened with the negative impact of the global economic and financial crisis, which resulted in the 
postponement of investment decisions and the implementation of investment projects, with the accentuated upward 
pressure on the exchange rate instability and recruitment the inflation. The immediate reaction of the Government of 
the Republic of Serbia to the crisis was reflected in the adoption and implementation of the intervention package of 
measures to mitigate the effects of the crisis, which had a certain effect on the renewal of the dynamics of FDI 
inflows in 2011, although at a much lower level than the level achieved in the period before the crisis. 
If we analyze the macroeconomic performance of the economy of Serbia it could be seen that since 2008 the 
Serbian economy has been facing major macroeconomic problems which decrease its attractiveness and have 
discouraging effect on FDI inflows, and which are related to: 1) a high unemployment rate; according to data of the 
National Bank of Serbia in 2011 the rate of unemployment amounted to 23%; 2) reduction of fiscal revenues and 
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increasing budget deficit, which is contributing to the increase in public debt over 47.7% of GDP in 2011, with the 
tendency of further increase in 2012; and 3) reducing the rate of inflation to simple in 2011 compared to 2010 (7% 
and 10.3%, respectively) using a restrictive monetary policy had twice adverse effect: insufficient liquidity in the 
economy and high interest rates that have discouraging impact on the FDI inflows. 
It is important to note that Serbia in transition period from 2001 to 2008 achieved a relatively high average 
annual growth rate of GDP (5.4%), which is mainly attributed to a significant FDI inflows. Under the impact of the 
crisis, the GDP growth rate enters into the zone of negative developments during 2009 (-3.5%), while due to the 
recovery in economic activity in 2010 again received a positive sign (1%). Although in 2011 the achieved GDP 
growth rate amounted to 1.6%, it indicates a moderate recovery of economic growth. However, so low growth rate 
indicates the importance of taking measures to address the structural problems in the Serbian economy and the 
continuation of the reform process. However, its structure is more favorable than in the period before the crisis, 
whereas in its growth are more present exports and investment, and fewer imports and consumption that dominated 
in the pre-crisis growth rates. 
4. Conclusion 
The results of numerous empirical studies, conducted with the aim to explore the determinants of FDI location 
confirm that the differences in locational advantages represent the determinant of crucial importance in their 
distribution among potential host countries. For Serbia, as a country that is still in transition, attracting foreign direct 
investment is a prerequisite of successful implementation of the transition process and to achieve sustainable growth 
and development. Performed analysis indicates that Serbia according to the advantages that possesses can be 
classified in very attractive for investors and a favorable area for the location of investments. However, the 
intensification of the inflows and possibility of the full absorption the benefits of FDI in the future will largely 
depend on the taking those state authorities measures which will be aimed at improving the quality of all aspects of 
the current investment environment, and ensure full valorization of its comparative advantages. Among these 
measures, the most important are the following (Foreign Investors Council, 2011):  
1. Accelerating the pace of reforms in transition with a twofold aim of creating a better business environment and 
integration into the European Union; 
2. Reducing and simplifying bureaucratic procedures at the national and local levels; 
3. Creating conditions for market competition in the well-regulated market that will provide equal rights to all its 
competitors, and in the right way to limit the impact of monopolies; 
4. Intensifying the fight against corruption because it is one of the biggest problems in creating a good and 
healthy market economy; and 
5. Implementing a well-balanced economic policy that will stimulate economic activity and attract investment. 
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